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Verroen: How ITT Manages Its Foreign Exchange

Companies with foreign subsidiaries can suffer very
real financial losses through local currency fluctua
tions, unless a well planned and managed preventa
tive program is maintained. Here’s—

HOW ITT MANAGES

ITS FOREIGN EXCHANGE
by John Verroen
International Telephone and Telegraph Corporation

International Telephone and Tele
York for the purposes of continu
ously determining our corporate ap
graph Corporation, which sells its
proach toward foreign exchange
products
115 countries, has 100
problems and
advising manage
subsidiary companies in 49 coun
ment
on
specific
foreign exchange
tries. It is thus vitally concerned


situations.
This
committee
is com
with currency fluctuations abroad,
posed
of
the
area
executive,
the
particularly in areas where there are
treasurer,
the
tax
director,
the
consistent and considerable infla
tion and frequent devaluation the
comptroller, and his specialized as
sistant.
local currency, which results
a
Our headquarters practice conreduction of income in U. S. dollars
as well as an erosion of the invest
ment made in local currency.
The principles outlined this ar
JOHN VERROEN, CPA, is
ticle are applied on a worldwide
director of financial con
basis, but the locale emphasized is
trols for International
Telephone and Telegraph
Central and South America, where
Corporation in New York
the company has extensive assets
City. Born and educated
and where currency devaluation is a
in Holland, Mr. Verroen
began his career as a
constant problem. This is how we
government auditor in
have organized to meet it.
Curacao,
Netherlands
Headquarters practices

Our company has created a com
mittee at our headquarters
New
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Antilles. He spent 12 years with Price Water
house
Co. in various countries, including
Venezuela, where he managed
Maracaibo
office. Before joining ITT, Mr. Verroen served
as vice president of the Brazilian subsidiaries
of Radio Corporation of America.

cerning foreign exchange adminis
tration emphasizes:
I. Assurance
maximum aware
ness local managements of the ef
fects of devaluation and inflation on
the dollar income. This awareness
results in the continuous anticipa
tion
problems and in the avoid
ance of losses and unpleasant sur
prises. It
results in recognition
of opportunities to take advanage of
special situations and opportunities
for profits, remittances, tax advan
tages, etc.
II. Simplification of the proce
dures and instructions regarding re
porting and forecasting the effect
of devaluation in our financial state
ments and in our forecasts, plans,
and budgets.
III. Authorized procedures for
ecutive determination of exchange
rates to be used for the translation
financial statements.
IV. Maintenance of an early
warning system of potential prob-
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A headquarters committee in New York continuously deter
mines ITT's corporate approach to foreign exchange problems.

lems and immediate consultation
and cooperation to find the best
possible solution under the circum
stances.
of of reasonable
V. Establishment
offsets
limits on maximum credit to be giv
en to clients who pay in local cur
rency.
VI. Formal consideration and de
cision concerning additional invest
ments in local currency assets, tak
ing into account the dollar return
on additional investments.

Local management awareness.
It is usually confusing to the second
level of local management to think
in terms of dollars rather than of lo
cal currency. This management lev
el is inclined to consider dollar
change losses as a “conversion” loss
the local currency whose results
are not under their control. This
tends to put an additional burden

on the top management
the local
company, which must accept the
primary responsibility of safeguard
ing the dollar value
the invest
ment and producing a reasonable
dollar return on that investment.
Some basic decisions reached by
headquarters are pertinent to the
handling of the valuation
the as
sets
the local companies. Besides
the items which by their nature are
fixed in dollars, such as the accumu
lated investment in the equity and
dollar receivables and payables,
the following assumptions are
made:
Fixed assets retain their his
torical dollar values. This as
sumption is in accordance with
the customary practice of U. S.
companies operating in other
countries and is generally valid
on a long-term basis, although
temporary distortion sometimes
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the results
a given fis
cal year. The internal inflation
may not fluctuate simultaneous
ly with the devaluation, par
ticularly in countries with run
away inflation and artificially
established “
” exchange
rates. The accounting profes
sion usually ignores the short
term differences (which may
show up when insurance reval
uations are made), because in
the long term the monetary val
ue of land, buildings, ma
chinery, and equipment in
creases as the real purchasing
power of the currency declines.
Inventories retain their his
torical values, subject to the
rule of cost or realizable values,
whichever is lower. This is an
assumption not universally used
by U. S. companies abroad. We
have found considerable beneManagement Services 2

fits from this assumption; weVerroen: How
In the
quarterly
exposure
ITTbudget,
Manages
Its Foreign
Exchange
no longer have large unrealis
statements are submitted for the to
tic gross profits which are off
tal company and the exchange gain
set by large and hard to explain
or loss is calculated at the forecast
exchange losses. This is a tech
ed exchange rates. This gain or loss
nique that is winning addi
is spread equally over the three
tional professional support.
months and allocated by product
line.
Simplified reporting. We try to
The actual monthly financial
have a pragmatic approach to
statements are translated at the cur
budgeting and forecasting with the
rent exchange rate in effect at the
intent reducing the time spent on
end of the closing day, except that
calculating in detail the effect on
the income statement is converted
the financial statements of highly
at the accumulated monthly average
tentative devaluations.
exchange rate. This means that the
Companies submit a five-year
cumulative income statement, say,
business plan in June each year
for June, is translated at the arith
using imagination and showing ap
metical average of the exchange
propriate initiative. This plan is
rates at the end of each of the six
based on an exchange rate which at
months. The rates used are those at
the time of preparation is forecasted
which remittances can be made (ac
for the end of the current year. This
tually or theoretically).

Even if exchange rates are being
rate is used throughout the five
artificially stabilized by official
years.
A yearly exposure statement is
sources and a devaluation is immi
nent, we do not normally accrue in
made for the total company and an
the accounts for any future possible
estimate is made of the potential ex
exchange losses in our monthly fi
change gains or losses at the fore
nancial statements.
casted exchange rates. This gain or
Monthly Telex reports on the per
loss is distributed over the year and
formance of the month and the fore
by product line and is shown on one
cast for the remainder of the year
line in the income statement.
are made at realistic forecasted ex
After review of the business plan
change rates so that our latest fore
and tentative approval or rejection
cast reflects our best appraisal
major projects, a budget is pre
what we think revenues and income
pared and submitted before No
are going to be in dollars.
vember 30.
For this budget the exchange rate
Approval of exchange rates. The
used is the one in effect when
comptrollers of the companies
the budget is prepared, usually on
abroad consult the company comp
or around September 30. This rate
troller and treasurer on the ex
is usually not far from the one used
change rate to be used for business
in the business plan.

Local companies submit a five-year plan each June.
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plans, budgets, and year-end finan
cial statements.
Alertness. The local management
exposes in weekly letters any area
potential dangers of impending
devaluation. Contacts with local
bankers, finance men, and govern
ment officials are maintained to get
accurate and up-to-date evaluations
the monetary situation.

The comptroller, treasurer, and
area management
also keep
up to date on any financial informa
tion affecting foreign currencies
from reports, banking relationships,
magazines, etc.

Local currency credit. Sales from
one country to another are usually
made
dollars and with all avail
able guarantees.
Credit for sales in local currency
by local companies is left to the
judgment of local management,
which seeks advice from area man
agement on major items. However,
in the area reviews of quarterly
statements, budgets, and business
plans, a discussion credit terms is
usually made and certain limits may
be imposed on local management,
depending on the amount of expo
sure and the economic outlook.
Dollar investments. We have a
very positive approach to expan
sion and usually we do not hesitate
to make investments to get addi
tional business.
Although we do not specifically
take the gross capital employed into
29
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Prompt remittance of dividends, royalties, management fees is of vital importance. . . .

account for pricing our sales of
manufactured products, we expect
to get a reasonable income from
royalties, management fees, and
dividends and a contribution to re
search and development cost.

Manufacturing subsidiaries

The managements of subsidiary
companies in countries where de
valuation occurs have the primary
responsibility of following the head
quarters practices and protecting
the dollar income as well
invest
ment.
The following areas require spe
cific attention:
I. Selling prices
IL Financial executive
III. Local receivables
IV. Local currency statements
V. Exposure
VI. Cover

Selling prices. The most effec
tive way to offset exchange losses is
to make more local currency profit
on sales. This may be attempted
by increasing selling prices to the
extent that exchange losses or the
costs of cover against exchange
losses are offset. However, if the net
income is reinvested in local cur
rency assets, then the exposure is
increased. Therefore, prompt remit
tances
dividends, royalties, man
agement fees, etc., become of vital
importance. Reinvestment must be
studied as carefully as new invest
ments ( our experience has indi
cated). We recognize that the re
sistance from local competition and
from consumers against price in
creases is reduced more and more in
those countries where devaluation is
repetitive and high inflation has be
come a way of life. One of our com
panies charges the high “protection”
interest cost separately to its cus
tomers rather than including it
in the selling price. This reduces
sales taxes and encourages the cus

tomers to pay cash. We record these
interest charges as “other income”
since our gross margin is shown
more accurately by excluding these
inflationary interest charges.
Financial executive. The pres
sure for continuous price increases,
for obtaining more local financing,
for keeping costs up to date, and
for special financial reporting cre
ates the need for a high degree of
sophistication in the financial staff,
and the hiring of an internationally
oriented treasury executive to sup
plement the comptroller is often re
quired even in smaller companies.
The purchasing function also de
mands special attention aimed at
keeping the investment in inven
tories down because of the higher
carrying cost. More effort has to be
spent in obtaining longer credit
terms and fixed price arrangements
from suppliers.

Local receivables. Since inven
tory is handled on a dollar acquisi
tion cost basis, the major pertinent
element in local currency assets
is usually “accounts receivable,”
and the exchange losses from this in
vestment may be significant. This
would indicate that the credit
should be kept at a minimum level.
However, we see that in inflationary
countries the sales to consumers de
pend more on credit terms than on
the basic price, and a dealer must
carry a large investment in con
sumer financing. In turn, the manu
facturing companies need to give
more credit in order to maintain a
sales volume. This, of course, brings
the tendency to increase the invest
ment in receivables, and this be
comes one of the major problems.
In our company, the local man
agement has been made responsible
for the daily solution of this prob
lem except that by means of the
yearly budget approval some gen
eral restrictions are imposed.
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Local currency statements. For a
greater awareness of the effect of
devaluation, the statements in local
currency issued for internal use by
the second management level in
clude some items which are not
necessarily recorded in the local
books :
In the cost and expense state
ments, a separate line is added
for “additional dollar deprecia
tion.” This item brings the cost
in local currency in line with
the dollar statements. The
amount is determined by tak
ing the historical dollar depre
ciation provision and translat
ing this into local currency at
the rate of exchange currently
used for the income statement.
The excess of this amount over
the actual local currency pro
vision (including depreciation
on appreciated fixed assets,
where applicable) is then
shown as additional dollar de
preciation.
The individual product costs
are adjusted semi-annually,
based on an index figure. Cur
rently we are deriving this in
dex from the increase in the
cost of living and from the ex
change rate applicable to im
ported materials. Individual
product costs are checked and
adjusted on a cycle basis and
by selecting the principal cost
factors only.
Management Services
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In Brazil, the discounting of re
ceivable paper is still possible.
However, these discounts are sub
ject to full recourse and our account
is charged back within a few days
after collection has failed. There
fore, we do not report these dis
counts as a deduction from receiv
ables but rather as a source of local
bank loans, particularly since addi
tional receivable paper has to be
given for collection in order to ob
tain discounts.
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During
the
in-between
months, a monthly cumulative
index figure is applied to prod
uct or statistical costs in order
to have more local currency
statements that are more rep
resentative.
The amount of any change in
the costs
inventories is ap
plied to an inventory reserve
account and is subsequently
amortized over the estimated
carrying times. The translation
of inventories to dollars in the
income statement takes place
on a monthly “first-in, first-out”
basis on the total net charge to
cost
sales.
The monthly local state
ments of costs and expenses of
each cost center show budget
figures for the month and year
to date. As our budget is made
on the convenient presumption

of stability in currency condi
tions and the effect
devalua
tion is shown in a single item,
the budget figures need adjust
ment to give effect to the rate
of devaluation as assumed in
the budget.
With the three items above,
local management has a means
of measuring operations in lo
cal currency which will be in
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Exposure. The local management
keeps track of the position of the ex
posure to exchange losses by month
ly exposure statements showing the
local currency assets (excluding in
ventories ) and local currency liabil
ities.
When an exposure position exists,
the possibilities and extent of prob
able devaluation are immediately
considered and all available sources
information are consulted. Condi
tions are evaluated and the possible
means of coverage determined (e.g.,
forward exchange contracts, swaps,
local loans for investment in inven
tories and for purchase of other as
sets retaining dollar value The cir
cumstances and related recommen
dations are then submitted to the
exchange committee for policy de
termination. These proposals also
indicate the cost of forward con
tracts, etc., the possible benefits to
be derived, and the period for
which such coverage is required.
If it is decided that the potential
losses are less than the cost of cov
erage and the risk should be taken,
we do not provide for the potential
exchange losses, but we do revise

the earnings forecast for the remain
der
the year.
The exposure statements, as men
tioned above, are summaries
lo
cal currency assets and liabilities.
For local management a very real
istic loss is incurred when dollar
debts are paid because it requires
more local currency to pay off a
dollar debt. This may be rather con
fusing to those who have not gone
through actual translations
finan
cial statements into dollars. It is es
sential to see that dollar assets and
liabilities are stable and that the lo
cal currency items are the variables.
Therefore, the foreign exchange loss
incurred when dollar debts are paid
is actually the result of the de
terioration of the international buy
ing power of the local currency as
sets. Consequently, if we determine
the exposure (in dollars)
the lo
cal currency net assets, we have
systematically and currently in
cluded the local currency exchange
losses applicable to future interna
tional remittances.
A simple illustration
one trans
action and its effect on exchange
exposure may be helpful.
a. Assume that a company bor
rows $1,000 in the U. S. and brings
the money into a foreign country,
exchanges it and collects P. 10,000.
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rough agreement with the ulti
mate data in the dollar financial
statements.

5




with
suppliers
in 5getting bank
b. ofAssume
further
that
is Vol.
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held in cash, receivables, or any
credits, etc.
other local currency asset.
Keeping dollar debts current,
c. When a balance sheet is pre
particularly to associated compa
pared, it is found that we have a lo
nies, since they are settled by use of
cal currency exposure on the pay
local currency assets.
ment of the dollar debt in the
Increasing local loans and swaps.
amount of $1,000 and at the same
When the cost becomes exorbitant,
time a dollar exposure on the local
we determine whether the gross
currency asset of $1,000.
profit from additional business vol
d. A potential loss exists which
ume still warrants the high cost
can be measured either by calculat
of borrowing. It usually does.
ing the amount of local currency
Reducing inventories if the re
now needed to pay the debt or by
alizable selling prices are not ex
calculating the dollar worth of the
pected to increase simultaneously
local currency asset.
with the devaluation.
e. Let us go one step further and
When remittances cannot be
assume that the peso is devalued
made currently and therefore a
from P.10 to the dollar to P.12 to
forced reinvestment occurs, making
the dollar.
profitable use of these reinvest
f. The local books still show the
ments.
peso cash at P.10,000 but must pro
Making simultaneous exchange
vide for an exchange loss of P.2,000
transactions if remittances can be
in order to update the payable to its
made legally but the cash is lacking.
present dollar equivalent. In dollars
This establishes the dollar debt (to
the
cash
is
now
worth
only
$833,
and
an
intermediary bank, if deemed ad
Some of our companies are
the debt to be paid is $1,000, so
visable)
and often makes the ex
developing an emergency
there is a loss of $167, which again
change loss actually incurred de
defense program to
is the present equivalent of the loss
ductible for taxes even though it
minimize the demand of
above of P.2,000.
does not decrease the exposure.
dollars from the parent
g. Thus, when we think in terms
It is clear that our attempts to
of dollars, it is only necessary to es
protect ourselves against inflation
company at the time that
tablish the net local currency assets
and devaluation clash with the simi
investment of additional
in order to determine the amount
lar attempts being made by others.
dollars is least desirable.
of exposure to exchange loss.
Moneylenders demand higher inter
customers want longer credit,
Cover. Routine procedures are
suppliers give less credit and in
set up and reviewed periodically
crease prices in anticipation of cost
to minimize the investment in net
increases, and labor steps up its de
local currency assets. These pro
mands for higher wages and more
frequent adjustments.
cedures include the following:
The reader will realize that man
Increasing dollar funds and de
agement
in developing countries
creasing local currency funds by
has
to
cope
with a multitude
keeping excess funds or emergency
problems
nonexistent
in the
S.,
funds in dollar accounts.
and the above by no means reflects
Increasing dollar receivables (in
the whole story of the financial
cluding export receivables and
problems. In some countries there
local contracts with maintenance of
are multiple exchange rates, and dif
value) and reducing the local cur
ferent rates are therefore applicable
rency receivables. This can be done
to the various assets, liabilities, and
by prompt billing and mailing of in
income items. In other countries one
voices, by reducing credit terms of
local currency sales, by increasing
has to cope with frozen rental in
collection efforts to reduce past due
come on fixed assets.
accounts, and by discounting trade
Some of our companies are de
paper, without recourse if possible.
veloping an emergency defense pro
Increasing local currency pay
gram to minimize the demand of
ables—by getting longer and more
dollars from the parent company at
favorable terms, by cooperating
the time that investment of addi32
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tional dollars is least desirable. This
higher
rates.
This isIts
not
shownExchange
as an
Verroen:
How ITT
Manages
Foreign
program includes deferring pay
exchange loss anywhere but is ex
ables, sales taxes, etc., even if penal
pressed in a reduction of revenues.
ties are due; suspension of pur
Prompt and vigorous claims for re
chases, travel expense and advertis
vision of the rates has become a
ing; etc. In addition, we expect in
necessary tradition and is essential
due course to accumulate a general
a healthy operation.
emergency fund by contributions
3. Books have
be kept
gold
from all companies
developing
pesos or gold francs in order to
countries, so as to avoid devaluation
keep track
the allowable return
shocks which are in fact the risk
on assets employed.
factor which caused the relatively
4. Our radio companies charge at
high profit margins in prior periods.
rates based on gold francs as fixed
by international convention. How
ever, we collect in local currency
Communications subsidiaries
and cannot change the rates at will.
In Argentina, for instance,
The foreign exchange problems
we can increase charges only
of our communications companies
when the average exchange
have certain special aspects:
rate fluctuates more than 10%
1. Collections of receivables are
compared with the previous six
becoming more difficult the com
months. Changes are made ef
munications business due to trade
fective May 15 and November
customs and the practice of compe
15 with government approval.
tition, except for telephone compa
In Brazil, the charges are
nies, where these problems are usu
based on average daily official
ally restricted to government receiv
exchange rates for the three
ables.
months up to the tenth
the
2. Although the rates chargeable
month prior to the date of
for communications business are
change. Changes are made
usually legally regulated and tied
quarterly.
to gold francs (or gold pesos),

In Chile, we change monthly,
we find that there is usually a fairly
based
on the official exchange
long lapse of time between the time
rate,
upon
notification to the
of devaluation and the approval of

government. Charges for tele
graph services are changed
only when the exchange rate
changes by more than 20%, de
pendent on government au
thorization, which may take
two months.
5. We have not been very success
ful in selling shares to the public
as a means of getting local finaning for communications companies;
many local restrictions
vary
ing in each country, to prevent such
financing.
Obviously, we must earn a rea
sonable return on our assets if we
are to induce the investing public
to support our activities
foreign
countries. This is right and proper.
However, we believe that we make
a vital contribution to the business
activity of developing countries by
furthering local assembly and man
ufacture. We train and employ
thousands
local people and we
are eager to expand local com
munications in accordance with the
desire and the ability of local gov
ernment. We are very proud of our
long association with the internal
development of Latin America and
expect to make a continued con
tribution to the inevitable growth
its economies.

Moneylenders demand higher interest, customers want longer credit,
suppliers give less credit and increase prices, labor steps up its demands.
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